1/1 


RD-R147  5 86  EVALUATION  OF  THE  EFFECTIVENESS  OF  THE  WEIGHTED 

GUIDELINES  TO  INDUCE  CONT  .  <U>  ANALVTICS  INC  DAVTON  OH 
L  KOVICH  ET  AL.  15  AUG  84  TR-1867-03  MDA902-82-G-0053 
UNCLASSIFIED  F/G  15/5 


NL 


•Vf.  'V'v' .-■c-V-'V 


EVALUATION  OF  THE  EFFECTIVENESS  OF  THE 
WEIGHTED  GUIDELINES  TO  INDUCE  CONTRACTOR'S 
INVESTMENT  IN  COST  REDUCING  FACILITIES  EQUIPMENT 
(UNCLASSIFIED) 

FINAL  REPORT 


15  August  1984 


Contract  No.  MDA903-82-G-0053 


DTiC 

.euecTE] 

MOV  1  9 1984 


Prepared  for: 

Defense  Systems  Management  College  r  A 

Fort  Bel  voir,  VA  22060  'y 

This  document  ha*  been  approved 
lot  public  ielea*e  and  *ale;  it* 
distribution  i»  unlimited. 

The  views,  opinions,  and  findings  contained  In  this  report 
are  those  of  the  authors  and  should  not  be  construed  as  an 
official  Department  of  Defense  position,  policy,  or  decision 
unless  so  designated  by  other  official  documentation. 


D 


84  11  16  058 


■Mill  V' ,  J  K  ^ rmV:rg 


TABLE  OF  CONTENTS 


I.  Executive  Summary 

II.  Introduction 

III.  Research  Methodology 

IV.  Historical  Basis  of  00D  Profit  Policy 

V.  Investment  and  Financial  Trends 

Pre-1976 
DPC  76-3 


VI.  Investment  and  Financial  Trends,  1978-1979 

VII.  Investment  and  Financial  Trends,  1980-1982 

OAC  76-23 

VIII.  Findings  and  Recommendations 

y 

l  Ao cessioij  Pos 
*  _ 

-  y~ 

BIBLIOGRAPHY 

,  •  ■> 

TAB 

<■  y  *  1  on _ 

□ 

□ 

APPENDIX  A  -- 

.  „  _  _  __ 

(V) 

APPENDIX  B  V  €/J 

’  •  ’  ’  ;  i  on/ 

‘  > :  .'j  p 

1 

odes  i 

or  1 

APPENDIX  C 

>  '  r  i'Jl 

n_\  \ 

j 

n  l ;  | 

l; 

l 

\ 

11 


TABLE  OF  ILLUSTRATIONS 


Title  Page  No. 

The  Investment  Model  3-2 

00  Form  1547  4-2 

Return  on  Sales,  1970-1974  5-2 

Government  Profit  Centers  Profit  Before  Taxes/ 

Sales,  1970-1974  5-3 

Return  on  Investment,  1970-1974  5-5 

Total  Assets/Sales,  1970-1974  5-6 

Comparative  Ratios,  1973-1975  5-7 

Profit  *76  Average  Ratios,  1970-1974  5-9 

Weighted  Guidelines  Profit  Factors  Goal  Versus 

Actual,  1978-1979  6-2 

DO  Form  1499  6-3 

Government  Profit  Centers  Average  Negotiated  Profit 

Before  Taxes  to  Sales,  1970-1974,  1978-1979  6-6 

Average  Comparative  Ratios,  1978-1979  6-8 

Weighted  Guidelines  Profit  Factors  Goal  Versus  Actual, 

1980-1982  7-3 

7-6 


Average  Comparative  Ratios,  1980-1982 

Government  Profit  Centers  1978  Base  Year  Growth  Rates 


7-8 


I.  EXECUTIVE  SUMMARY 


Purpose  of  Study 

The  main  objective  of  this  report  was  to  determine  the  adequacy  of  the 
present  Weighted  Guidelines  profit  policy  for  Improving  the  productivity  of 
defense  contractors  and  to  assess  whether  or  not  the  profit  policy  Is  providing 
a  stimulus  for  strengthening  the  industrial  base.  The  scope  of  analysis 
consisted  of  the  following  approach: 

•  Reviewed  literature  of  all  material  which  pertained  to  the 
Weighted  Guidelines  profit  policy  which  had  been  published  since 
1976. 

•  Developed  an  investment  model  as  the  foundation  to  understanding 
the  process  of  corporate  capital  Investments, 

•  Compared  analyses  and  tests  which  were  presented  In  Profit  '76  and 
Profit  '82. 

t  Used  Weighted  Guidelines  profit  policy  Information  gained  through 
contacts  within  the  Services  and  industry. 

•  Performed  analyses  on  financial  Information  obtained  from  various 
government  profit  centers. 

Investment  and  Financial  Trends,  Pre-1976 

Through  a  review  of  the  conclusions  presented  in  Profit  '76,  the 
researchers  found  that  the  profitability  of  the  Federal  Trade  Commission  durable 
goods  producers  was  higher  than  that  of  the  government  profit  centers.  We  also 
found  that  the  Federal  Trade  Commission  durable  goods  producers  were  Investing 
more  In  their  assets  than  were  the  government  profit  centers.  We  then  noted 
that  the  Profit  '76  study  team  saw  a  strong  correlation  between  the  Federal 


I 


Trade  Commission  durable  goods  producers  high  profitability  and  their  high 
Investment  level.  The  Profit  '76  study  made  recommendations  which  changed  the 
Weighted  Guidelines  in  1976  to  attain  Increased  D00  contractor  Investment  (with 
resultant  cost  reductions)  by  Increasing  the  profitability  of  D00  contracts.  A 
prime  impediment  was  the  D00  cost-based  pricing  approach.  Any  investment  a 
government  contractor  made  in  cost  reducing  facilities  or  equipment  would  not 
necessarily  lead  to  benefits  for  the  contractor.  That  is,  the  cost  reducing 
investment  would  lead  to  benefits  of  lower  costs  for  the  government  but  with  no 
motivation  to  the  contractor  to  make  those  investments. 

Investment  and  Financial  Trends,  1978-1979 

Upon  examining  the  trends  in  capital  investments  for  the  government 
profit  centers  from  1976-1977  to  1978-1979,  we  found  that  investments  were  being 
made  in  contractor  facilities  and  equipment.  However,  these  investments  did  not 
reflect  an  increase  in  relative  investment  levels.  The  ratio  of  the  government 
profit  centers'  facilities  and  equipment  to  their  costs  remained  the  same  bet¬ 
ween  1976-1977  to  1978-1979,  which  meant  the  increases  in  facilities  and  equip¬ 
ment  were  at  a  relatively  constant  level  as  a  ratio  of  sales. 

The  primary  cause  for  this  behavior  appeared  to  be  the  continued 
emphasis  of  contractor  cost-based  pricing.  With  the  use  of  contractor  cost- 
based  pricing  any  reduction  in  the  cost  basis  for  contracts  only  resulted  in 
reduced  profits  for  the  profit  center.  The  changes  in  the  Weighted  Guidelines 
policy  in  1976  appeared  to  have  no  impact  on  contractor  behavior  concerning 
1  nvestments. 

Upon  examining  the  investment  trends  of  the  Federal  Trade  Commission 
durable  goods  producers,  we  found  their  assets  to  be  increasing  while  their 
cost  of  sales  were  decreasing.  The  Weighted  Guidelines  profit  policy  was 
changed  again  in  1980.  The  basic  reason  for  the  changes  was  to  try  to  motivate 
government  profit  centers,  through  the  profit  policies,  to  invest  in  cost 
reducing  facilities  or  equipment. 


Investment  and  Financial  Trends,  1980-1982 

After  examining  the  trends  In  capital  Investments  for  the  government 
profit  centers  from  1978-1979  to  1980-1982,  the  researchers  found  that  the 
government  profit  centers  were  making  Increased  Investments  In  facilities  and 
equipment.  The  reasons  for  these  Investments  appeared  to  be  external  to  the 
Weighted  Guidelines  profit  policy  and  may  Include  such  causes  as  the  enactment 
of  the  Accelerated  Cost  Recovery  System  (ACRS)  for  personal  property  which 
allowed  for  accelerated  methods  for  recovery  of  capital  costs  for  most  depre¬ 
ciable  property  and  the  enactment  of  government  shared  saving  programs  such  as 
the  Industrial  Modernization  Incentives  Program  (IMIP)  and  the  Technology 
Modernization  Program  (TECH  MOD).  With  the  implementation  of  such  programs  the 
government  profit  centers  were  able  to  benefit  from  a  win-win  situation  —  in 
which  the  government  profit  centers  were  able  to  gain  and  the  government  was 
able  to  attain  Its  goal  of  reducing  cost. 

FINDINGS  AND  RECOMMENDATIONS 

Finding  1:  Neither  DPC  76-3  Nor  DAC  76-23  Induced  Capital  Investments  In  Cost 
Reducing  Facilities  and  Equipment 

The  goal  of  DPC  76-3  was  to  provide  for  a  higher  return  on  sales  for 
government  contractors,  which  would  In  turn  stimulate  capital  Investments.  The 
desired  result  was  to  produce  lower  program  costs.  However  upon  examining  the 
increases  in  the  net  book  value  of  facilities  and  equipment  to  costs  of  govern¬ 
ment  profit  centers,  we  found  the  ratio  remained  the  same  between  1976-1977  to 
1978-1979.  With  the  use  of  cost-based  pricing,  investments  In  facilities  and 
equipment  were  being  made  but  only  at  the  rate  necessary  to  maintain  the  same 
proportionate  cost  basis. 


The  goal  of  DAC  76-23  was  the  same  as  DPC  76-3,  to  Induce  government 
contractors  to  Invest  in  cost  reducing  facilities  and  equipment.  Sizeable 
Increases  in  the  government  contractors'  facilities  and  equipment  were  being 
made,  at  faster  rates  than  their  costs  were  increasing,  which  indicated  cost 
reductions  were  being  realized  through  these  investments.  However,  at  the  same 


time  the  percentage  of  costs  provided  by  the  DOD  to  these  government  profit  cen¬ 
ters  Mas  decreasing.  Combining  this  with  the  fact  that  cost  based  pricing  Mas 
still  being  used,  and  that  the  ratio  of  average  negotiated  profit  to  sales 
remained  basically  the  same.  Indicated  that  the  percentage  of  the  profits  pro¬ 
vided  by  the  D00  to  these  profit  centers  Mas  also  decreasing.  The  Weighted 
Guidelines  profit  policy  could  not  be  given  credit  for  this  increase  of  the 
government  profit  centers  net  book  value  of  facilities  and  equipment  to  costs. 

Finding  2:  Programs  External  to  the  Weighted  Guideline  Profit  Policy  Induced 
Government  Profit  Centers  to  Invest  In  Cost  Reducing  Facilities  and  Equipment 

NeM  tax  legislation  Mhich  Mas  enacted  to  permit  accelerated  methods  for 
recovery  of  capital  costs  for  most  depreciable  property  Mas  thought  to  have  been 
the  primary  force  behind  the  addition  of  assets  for  the  Federal  Trade  Commission 
durable  goods  producers,  the  DOD  contracting  companies,  and  the  government  pro¬ 
fit  centers.  Even  during  the  times  of  high  Inflation  their  assets  greM  at 
faster  rates  than  their  sales.  Another  driving  force  behind  the  additions  to 
assets  of  the  government  profit  centers  Mere  the  special  programs  such  as  IMIP 
and  TECH  MOD,  Mhich  permitted  government  contractors  to  benefit  in  the  invest¬ 
ment  of  cost  reducing  facilities  or  equipment. 

Recommendation  1;  DOD  Should  Continue  the  Use  of  the  Weighted  Guidelines  Profit 
Policy,  HoMever  it  Should  Not  be  Used  as  a  Method  for  Inducing  Cost  Reducing 
Facilities 

The  Weighted  Guidelines  approach  is  a  sound  approach  In  determining  the 
profit  on  defense  contracts,  it  is,  hoMever,  not  a  good  method  Mith  which  to 
motivate  contractors  to  invest  in  cost  reducing  facilities  and  equipment.  The 
Weighted  Guidelines  does  not  invite  defense  contractors  to  invest  in  cost 
reducing  facilities  because  it  is  founded  upon  the  concept  of  cost-based 
pricing.  With  the  use  of  cost-based  pricing,  any  cost  reducing  investments  tend 
to  reduce  the  contractor  costs  and  thus  contractor  profits. 


Recommendation  2:  The  ACRS  Deduction  and  the  Shared  Savings  Programs  Should  be 
Maintained 

It  was  not  until  the  enactment  of  the  ACRS  deduction  and  the  following 
enactment  of  the  shared  savings  programs  that  government  profit  centers  began  to 
Invest  in  cost  reducing  facilities  and  equipment.  Prior  to  their  implemen¬ 
tation,  government  profit  centers  Increases  in  facilities  and  equipment  were 
equal  to  their  increases  in  costs,  which  meant  they  did  not  reduce  their  costs 
and  likewise  their  profits  remained  basically  flat.  However  with  the  new  tax 
legislation  and  the  shared  savings  programs  the  government  profit  centers  are 
able  to  benefit  from  a  win-win  situation,  which  is  necessary  for  the  survival 


and  revival  of  the  industrial  defense  base. 
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II.  INTRODUCTION 


The  Weighted  Guidelines  method  of  determining  profit  for  defense 
contractors  was  published  originally  in  1964.  A  key  objective  of  the  D00  profit 
policy  is  to  reduce  the  cost  of  defense  preparedness  by  incentivizing  defense 
contractor's  investment  in  modern  cost  reducing  facilities  and  other  improve¬ 
ments  in  efficiency. 

Since  the  inception  of  the  profit  policy,  there  have  been  two  sets  of 
alterations  made  to  accommodate  recommended  changes  designed  to  correct  the 
problem  of  an  eroding  defense  industrial  base.  There  was  the  perception,  rein¬ 
forced  by  1980  House  Armed  Services  Defense  Industrial  Base  panel  report,  that  . 
the  profit  policies  of  defense  contracts  directly  contributed  to  the  erosion  of 
the  defense  industrial  base. 

The  purpose  of  this  study  is  to  determine  the  adequacy  of  the  present 
Weighted  Guidelines  profit  policy  for  Improving  the  productivity  of  defense 
contractors  and  to  assess  whether  or  not  the  profit  policy  is  providing  a  stimu¬ 
lus  for  strengthening  the  Industrial  base. 

In  order  to  do  this,  the  study  examines  and  compares  the  investment  and 
financial  trends  of  government  profit  centers,  (specific  sections  of  an 
organization  which  function  solely  for  the  purpose  of  government  business) 
Federal  Trade  Commission  durable  goods  producers,  and  Department  of  Defense  com¬ 
panies  receiving  the  largest  dollar  volume  of  prime  contract  awards  in  fiscal 
year  1982  (hereafter  referred  to  as  DOD  contracting  companies).  These  examina¬ 
tions  and  comparisons  are  presented  for  the  time  period  prior  to  the  first 
alterations  made  to  the  Weighted  Guidelines  in  1976,  for  the  time  period  between 
1976  and  the  next  revisions  made  to  the  Weighted  Guidelines  in  1980  and  for  the 
time  between  1980  and  the  most  recent  year  where  the  financial  and  investment 
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data  was  available,  1982.  Also  Interjected  Into  the  study  within  the  Investment 
and  financial  trends  for  each  time  period,  are  the  Industry  and  service  percep¬ 
tions  of  the  Weighted  Guidelines  profit  policy. 


Using  the  examinations  and  comparisons  of  the  Investment  and  financial 
trends  for  00D  contracting  companies,  government  profit  centers,  and  Federal 
Trade  Commission  durable  goods  producers,  and  the  Industry  and  service 
perceptions  of  the  Weighted  Guidelines,  the  study  presents  conclusions  on  the 
adequacy  of  the  Weighted  Guidelines  profit  policy  to  improve  the  productivity  of 
defense  contractors  and  to  act  as  a  stimulus  for  strengthening  the  Industrial 


base. 
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III.  RESEARCH  METHODOLOGY 


The  foundation  for  our  Investigation  of  the  effectiveness  of  the 
Weighted  Guidelines  profit  policy  to  promote  capital  investments,  is  an 
Investment  Model.  The  Investment  Model,  developed  under  this  contract,  is  a 
conceptual  description  of  the  budgeting  and  strategic  investment  decision  system 
which  is  commonly  found  in  both  000  and  commercial  contractors. 

Our  research  approach  uses  the  Investment  Model,  accompanied  by  busi¬ 
ness  characteristics  unique  to  the  00D  related  industries,  to  explain  the  past 
and  present  industry  reactions  to  the  DOD  profit  policies.  The  Investment  Model 
is  illustrated  in  Figure  1.  The  model  is  based  upon  the  structure  of  the  three 
levels  of  the  organization  and  how  they  interact  with  corporate  investment  deci¬ 
sions. 

Within  the  Investment  Model  there  are  three  interacting  organizational 
levels.  The  three  levels  are:  1)  the  tactical  level  where  routine  functions 
are  performed  day  to  day,  2)  the  operating  level  where  managerial  concern  focu¬ 
ses  on  the  efficient  utilization  of  groups  of  tactical  performers,  and  3)  the 
strategic  level  where  management  is  concerned  with  integrating  the  planning  of 
the  groups  which  comprise  the  organization  and  with  establishing  overall  stra¬ 
tegy  and  direction. 

Generally,  proposals  to  develop  new  products  or  modernize  production 
equipment  originate  with  tactical  personnel.  In  selecting  proposals  to  submit 
for  approval,  tactical  level  personnel  follow  their  perceptions  of  the  objec¬ 
tives  of  the  higher  level  organizational  elements.  These  objectives  include 
profitability  and  return  on  investment.  Thus,  the  proposer's  estimate  of  the 
amount  of  profit  resulting  from  the  savings  of  developing  new  products  or 
modernizing  production  equipment  shapes  the  initial  and  most  significant  case 
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for  the  proposal..  Proposals  which  fall  to  meet  the  objectives  of  higher  levels 
of  the  organization  are  usually  eliminated  at  this  level.  Approval  of  lower 
dollar  value  proposals  can  be  made  at  the  tactical  level.  Proposals  above  the 
predetermined  limit  are  referred  to  the  operational  level. 

When  a  proposal  to  develop  new  products  or  modernize  production  equip¬ 
ment  reaches  the  operational  level,  the  cost  and  revenues  or  savings  are  care¬ 
fully  examined.  Once  it  is  determined  the  proposal  is  within  the  corporate 
profitability  and  return  on  investment  guidelines,  the  operational  level  then 
applies  additional  criteria  which  are  provided  by  strategic  management.  These 
additional  judgments  include  assessing  whether  the  proposal  fits  in  with  the 
business  portfolio  matrix  of  the  company. 

The  business  portfolio  matrix  places  the  firms  product  lines  into  four 
groups,  based  upon  the  cash  flow  characteristics  of  the  product  lines.  These 
four  groups  have  been  characterized  (by  the  Boston  Consulting  Group)  as  stars, 
cash  cows,  dogs,  and  question  marks. 

Stars  are  products  which  are  growing  rapidly  and  require  large  amounts 
of  cash  to  maintain  their  market  positions.  The  firms  best  investment  and 
growth  opportunities  will  be  found  among  the  stars.  Cash  cows  are  high  market 
share  products  or  divisions  having  low  growth  opportunities.  Since  cash  cows 
have  low  growth  potential  they  have  low  reinvestment  priority.  Dogs  are  pro¬ 
ducts  or  divisions  whose  low  growth  and  market  share  result  in  poor  profits. 
Cash  may  be  required  for  them  to  survive.  Question  marks  are  products  or  busi¬ 
ness  units  having  high  growth,  but  low  market  share.  Question  mark  products  or 
business  units  can  become  cash  traps.  That  is,  the  costs  of  obtaining  the  high 
market  share  causes  the  firms  management  to  skimp  on  investment,  thus  never 
attaining  the  market  share  needed  to  become  stars. 

Generally,  investments  are  directed  to  the  stars  or  to  those  question 
marks  which  the  company  believes  can  grow  into  stars.  Many  segments  of  the 
defense  market  do  not  appear  to  offer  the  growth  potential  to  be  viewed  as  stars 
and  thus  receive  low  priority  for  investment. 
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Given  the  proposal  meets  the  corporate  profitability  and  return  on 
Investment  guidelines,  the  proposal  will  be  approved  or  disapproved  depending  on 
where  it  fits  within  the  business  portfolio  matrix.  Boruerline  proposals  are 
referred  to  the  strategic  level  for  Informal  decision  readings  prior  to  sub¬ 
mitting  the  capital  budget  for  final  approval. 

Our  research  methodology  also  included  the  following:  A  review  of  the 
investment  and  financial  trends  of  the  Federal  Trade  Commission  durable  goods 
producers  as  provided  in  their  Quarterly  Financial  Reports;  a  review  of  the 
investment  and  financial  trends  of  government  profit  centers  as  provided  in  the 
DD  1499  data  base;  the  creation  of  a  data  base  containing  investment  and  finan¬ 
cial  data  from  the  annual  reports  of  50  of  the  top  100  companies  receiving  the 
largest  dollar  volume  of  prime  contract  awards;  a  survey  of  the  investment  and 
financial  trends  for  government  profit  centers;  a  survey  of  DOD  and  industrial 
attitudes  about  the  Weighted  Guidelines  profit  policy;  a  review  of  tax  legisla¬ 
tion  pertaining  to  capital  investments;  a  review  of  past  profit  studies. 

Profit  '76  and  Profit  '82;  a  review  of  the  Industrial  Modernization  Incentives 
Program;  an  examination  of  the  Defense  Acquisition  Circular  No.  76-23  and 
Defense  Procurement  Circular  No.  76-3  and  76-12;  a  review  of  the  Defense 
Acquisition  Regulation  Sections  3-808  through  3-811;  an  examination  of  the 
General  Accounting  Office's  "Defense  Industry  Profit  Study." 


IV.  HISTORICAL  BASIS  OF  DOO  PROFIT  POLICY 


The  Weighted  Guidelines  Method  of  determining  profit  for  defense 
contracts  originated  in  1964.  A  key  objective  of  the  profit  policy  Is  to  reduce 
the  cost  of  defense  preparedness  by  Incentivizing  defense  contractors'  invest¬ 
ments  in  modern  cost  reducing  facilities  and  other  improvements  In  efficiency. 

The  original  profit  policy  has  been  through  two  iterations  of  changes. 
The  first  changes  came  about  in  September  1976  and  were  published  within  Defense 
Procurement  Circular  (DPC)  76-3.  The  revisions  were  a  result  of  the  recommen¬ 
dations  made  by  a  major  Department  of  Defense  study  of  profit  and  its  rela¬ 
tionship  to  capital  Investment,  commonly  referred  to  as  Profit  '76.  The  second 
round  of  changes  occurred  in  February  1980  and  were  published  within  Defense 
Acquisition  Circular  (DAC)  76-23.  These  modifications  were  corrections  based  on 
practical  experience  with  the  profit  policy  after  its  initial  changes. 

Use  of  the  Weighted  Guidelines  Method  for  profit  or  fee  development  is 
accomplished  through  the  use  of  the  Weighted  Guidelines  Profit/Fee  Objective 
Form,  DD  Form  1547  shown  in  Figure  2.  The  present  DD  Form  1547  is  divided  Into 
five  parts:  Contractor  Effort,  Contractor  Risk,  Facilities  Investment,  Special 
Factors,  and  Cost  of  Money  Offset. 

Before  proceeding  to  the  explanations  of  the  changes  to  the  Weighted 
Guidelines  profit  policy,  it  may  be  beneficial  to  define  the  five  parts  of  the 
DD  Form  1547  and  how  they  are  presently  being  used  to  develop  profit  or  fee 
objectives. 

Contractor  Effort,  Part  1  —  is  a  measure  of  how  much  the  contractor  is 
expected  to  contribute  to  the  overall  effort  necessary  to  meet  the  contract  per¬ 
formance  requirements  in  an  efficient  manner.  This  factor,  which  is  apart  from 


the  contractor's  responsibility  for  contract  performance,  takes  Into  account  the 
resources  necessary  and  what  the  contractor  must  do  to  accomplish  a  conversion 
of  Ideas  and  materials  Into  the  final  product  called  for  In  the  contract.  This 
Is  a  recognition  that,  within  a  given  performance  output  or  within  a  given  sales 
dollar  figure,  necessary  efforts  on  the  part  of  Individual  contractors  can  vary 
widely  in  both  value  and  quantity,  and  that  the  profit  objective  should  reflect 
the  extent  and  nature  of  the  contractor's  contribution  to  total  performance. 

The  assessment  of  Contractor  Effort  requires  analysis  of  the  cost  content  Items 
within  the  proposed  contract.  The  cost  content  Items  Include  material  acquisi¬ 
tion  (subcontracted  items,  purchased  parts,  and  other  material),  conversion 
activity  (engineering,  manufacturing,  and  service  labor),  and  general  management 
(overhead  and  G&A). 

Contractor  Risk  Factor,  Part  II  --  reflects  the  policy  of  the 
Department  of  Defense  that  contractors  bear  an  equitable  share  of  contract  cost 
risk,  and  to  compensate  them  for  the  assumption  of  that  risk.  The  evaluation  of 
Contractor  Risk  requires  a  determination  of  the  degree  of  cost  responsibility 
the  contractor  assumes,  the  reliability  of  the  cost  estimates  In  relation  to  the 
task  assumed,  and  the  complexity  of  the  task  assumed  by  the  contractor. 
Contractor  Risk  is  specifically  limited  to  the  risk  of  contract  costs.  Risks  on 
behalf  of  the  contractor  such  as  reputation,  losing  a  commercial  market,  losing 
potential  profits  In  other  fields,  or  any  risk  on  the  part  of  the  contracting 
activity,  such  as  the  risk  of  not  acquiring  an  effective  weapon,  are  not  within 
the  scope  of  this  factor. 

Facilities  Investment,  Part  III  —  relates  to  the  consideration  to  be 
given  in  the  profit  objective  in  recognition  of  the  investment  risk  associated 
with  the  facilities  employed  by  the  contractor.  The  key  factors  that  contribute 
to  the  evaluation  of  Facilities  Investment  are  the  overall  effectiveness  of  the 
facilities  employed,  whether  the  facilities  are  general  purpose  or  special  pur¬ 
pose  items,  the  age  of  the  facilities,  the  undepreciated  value  of  the  facili¬ 
ties,  the  relationship  of  the  remaining  write-off  life  of  the  investment  and  the 
length  of  the  programs  or  contracts  on  which  the  facilities  are  employed,  and 
special  contract  provisions  that  reduce  the  contractor's  risk  of  recovery  of 
facilities  capital  investment. 


Special  Factors,  Part  IV  —  Is  divided  Into  three  sections: 
Productivity, “Independent  Development,  and  Other. 

The  Productivity  section  of  the  Special  Factors  may  be  applied  when  a 
pending  acquisition  Involves  a  follow-on  production  contract,  when  reliable 
actual  cost  data  Is  available  to  establish  a  fair  and  reasonable  cost  baseline, 
and  when  changes  made  in  the  configuration  of  the  item  being  acquired  are  not  of 
sufficient  magnitude  to  invalidate  price  comparability.  The  amount  of  produc¬ 
tivity  reward  Is  based  on  the  estimated  cost  reduction  that  can  be  attributed  to 
productivity  gains. 

The  Independent  Development  section  of  the  Special  Factors  Is  used  for 
contractors  who  develop,  without  government  assistance,  items  that  have  poten¬ 
tial  military  application.  These  contractors  are  entitled  to  special  profit 
consideration  on  those  developed  items. 

The  Other  Factors  section  of  the  Special  Factors  is  applied  to  special 
circumstances  on  particular  acquisitions  which  relate  to  contractor  par¬ 
ticipation  in  the  Government's  Small  Business,  Small  Disadvantaged  Business,  and 
Labor  Surplus  programs  r*<»nd  to  special  situations  not  specifically  set  forth 
elsewhere  In  the  guidelines.  Participation  that  Is  rated  as  merely  satisfactory 
shall  be  assigned  a  weight  of  zero.  Evidence  of  energetic  support  may  justify  a 
positive  weight  and  poor  support  a  negative  weight. 

Cost  of  Money  Offset,  Part  V  —  Is  applicable  to  research  and  develop¬ 
ment  and  service  Weighted  Guidelines  category  contracts  only.  For  these  two 
categories  of  Weighted  Guildelnes  contracts,  the  computed  allowable  cost  for 
facilities  capital  cost  of  money  (DD  Form  1861),  is  offset  dollar  for  dollar 
from  profit". 

The  reason  this  subfactor  is  not  applicable  to  manufacturing  contracts 
is  because  the  subfactor.  Contractor  Effort,  has  a  30%  reduction  of  the  profit/ 
fee  objective  built  Into  the  calculation  of  the  profit/fee  objective  subtotal 
for  manufacturing  contracts. 


The  profit/fee  objective  for  the  first  four  parts  of  the  Weighted 
Guidelines  Is  determined  by  multiplying  the  appropriate  measurement  base  by  Its 
assigned  profit  weight.  The  assigned  weight  Is  based  upon  the  Weighted  Guideli¬ 
nes  category  (manufacturing,  research  and  development,  service),  the  type  of  the 
contract  (FFP,  FPI,  CPIF,  CPFF),  and  the  profile  of  the  approach  the  company 
uses  In  order  to  accomplish  the  contract  tasks  as  applied  to  each  subfactor 
within  their  respective  profit/fee  objective  factor. 

The  total  profit/fee  objective  is  determined  by  adding  the  profit/fee 
objectives  from  Contractor  Effort,  Contractor  Risk,  Facilities  Investment,  and 
Special  Factors.  If  the  contract  type  is  research  and  development  or  service', 
then  the  cost  of  money  offset  is  subtracted  from  the  respective  subtotal  profit/ 
fee  objective,  in  order  to  compute  the  total  profit/fee  objective. 


V.  INVESTMENT  AND  FINANCIAL  TRENDS,  PRE-1976 


Efforts  to  establish  the  Investment  and  financial  performances,  before 
1976,  of  000  contractors  In  comparison  to  durable  goods  producers  were 
accomplished  within  the  Profit  '76  study. 

The  Profit  '76  study  team  was  formed  under  the  direction  of  the  Deputy 
Secretary  of  Defense,  In  order  to  establish  the  relationship  between  defense' 
contractor  capital  investment  and  corresponding  productivity.  It  was  suspected 
the  low  levels  of  investment  were  due  to  low  profit  levels  normally  associated 
with  the  defense  business. 

The  efforts  of  the  Profit  *76  study  team  centered  around  comparing  the 
differences  in  profit  statistics  of  defense  profit  centers  to  the  profit  sta¬ 
tistics  of  durable  goods  producers,  as  released  by  the  Federal  Trade  Commission. 
The  results  of  these  comparisons  yielded  the  following  Information: 

1)  The  ratio  of  pre-tax  return  on  sales  to  realized  profits  before 
taxes  was  higher  for  Federal  Trade  Commission  durable  goods  produ¬ 
cers  than  of  government  profit  centers  (see  Figure  3).  This  meant 
the  Federal  Trade  Commission  durable  goods  producers  were  able  to 
use  their  sales  base  more  effectively  in  generating  higher  pre-tax 
profits  and  their  costs  were  a  smaller  percentage  of  their  sales 
base. 

2)  The  actual  realized  pre-tax  return  on  sales  of  government 
contracts  was  markedly  less  than  the  originally  negotiated  profit 
rates  (see  Figure  4).  The  deviation  between  the  negotiated  and 
realized  profit  rates  was  explained  by  two  factors.  The  first 
factor  leading  to  erosion  of  negotiated  profit  was  the  Armed 
Services  Procurement  Regulation  (ASPR)  Section  15  policy  that  cer- 


Return  On  Sales  : 


□  Dun  Goods  Prod.  +  Govt.  Profit  Ctrs. 


Figure  3.  Source:  Profit  '76  Summary  Report 


tain  costs  Mere  unallowable  such  as  Interest,  over-celling  inde- 
~ j pendent  research  and  development  and  bid  and  proposal  costs.  The 
second  factor  which  contributed  to  degradation  of  negotiated  pro¬ 
fit  was  thought  to  be  cost  overruns. 

3)  Government  profit  centers  had  a  higher  pre-tax  return  on  invest¬ 
ment  than  did  Federal  Trade  Commission  durable  goods  producers 
(see  Figure  5).  The  explanation  for  this  finding  was  that  govern¬ 
ment  contract  financing  was  better  than  the  financing  available  in 
commercial  industry,  and  because  government  contractors  were 
Investing  less  than  the  commercial  industries. 

4)  The  ratio  of  total  assets  to  sales  was  notably  higher  for  the 
Federal  Trade  Commission  durable  goods  producers  than  it  was  for 
government  profit  centers  (see  Figure  6).  This  meant  that  durable 
goods  producers  utilized  a  greater  part  of  their  sales  base  to 
Invest  in  total  assets  than  did  the  government  profit  centers. 

During  this  time  period  there  were  not  any  findings  presented  in 
Profit  '76  on  how  the  investment  and  financial  accomplishments  of  the  defense 
contractors  as  total  business  entities  compared  with  the  Federal  Trade 
Commission  durable  goods  producers  and  the  specific  government  profit  centers. 
Therefore,  as  a  point  of  reference,  we  created  a  data  base  of  financial  infor¬ 
mation,  taken  from  Standard  and  Poor's  Stock  Reports,  of  51  of  the  top  100 
defense  contractors  (see  Appendix  A  for  listing  of  the  contractors).  The  finan¬ 
cial  information  for  the  DOD  contracting  companies  includes  data  from  the  years 
1973  through  1982.  For  comparative  purposes,  the  data  base  financial  infor¬ 
mation  from  the  years  1973  through  1975  was  contrasted  with  the  information  pro¬ 
vided  in  Profit  '76  for  the  years  1970  through  1974. 

The  1973-1975  average  net  income  before  taxes  to  sales  ratio  for  DOD 
contracting  companies  was  7.4%,  only  .4%  higher  than  the  7.0%  for  the  Federal 
Trade  Commission  durable  goods  producers.  The  1973-1975  average  total  assets  to 
sales  ratio  for  the  DOD  contracting  companies  was  74.1%,  only  .5%  higher  than 
the  73.6%  for  the  Federal  Trade  Commission  durable  goods  producers  (see 
Figure  7). 
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Figure  5.  Source:  Profit  '76  Summary  Report 
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Total  Assets/Sales 


0  Dur.  Goods  Prod.  t  Govt.  Profit  Ctre. 


Figure  6.  Source:  Profit  '76  Summary  Report 


Comparing  these  averages  with  the  averages  established  by  the 
Profit  '76  report  for  the  government  profit  centers  and  the  Federal  Trade 
Commission  durable  goods  producers  (see  Figure  8),  indicates  the  DOD  contracting 
companies  performed  much  the  same  as  the  Federal  Trade  Commission  durable  goods 
producers.  That  is  their  Investment  and  financial  performances  were  better  than 
those  of  the  government  profit  centers,  with  the  exception  of  the  net  Income 
before  taxes  to  assets.  This  exception  was  explained  previously  by  the  govern¬ 
ment  profit  center's  lack  of  increasing  their  investments. 

It  should  be  noted  that  differences  in  the  net  income  before  taxes  to 
total  assets  and  the  total  assets  to  sales  between  the  two  data  sources  can  be 
attributed  to  the  fact  that  Profit  '76  was  able  to  determine  what  the  progress 
payments  were  for  the  government  profit  centers  and  for  the  Federal  Trade 
Commission  durable  goods  producers.  These  progress  payments  were  then  deducted 
from  their  total  assets.  However,  the  information  provided  in  the  Quarterly 
Financial  Report,  published  by  the  Federal  Trade  Commission,  and  the  information 
taken  from  the  Standard  &  Poors  Stock  Reports  did  not  breakout  specific  details 
regarding  progress  payments.  Therefore,  this  study  was  not  able  to  incorporate 
such  amendments. 

In  conclusion,  it  appeared  there  was  a  strong  correlation  between  the 
Federal  Trade  Commission  durable  goods  producers  high  ratio  of  realized  profit 
before  taxes  to  sales  and  their  high  ratio  of  total  assets  to  sales.  The 
desire  of  the  Profit  '76  study  team  was  to  produce  similar  high  ratios  for  the 
government  profit  centers.  Their  resulting  recommendation  was  to  revise  the 
profit  policy  to  provide  a  higher  return  on  sales  and,  therefore,  stimulate 
capital  investment  which  would  then  produce  lower  unit  costs. 

Providing  for  a  higher  return  on  sales  meant  that  the  government  wanted 
to  increase  the  contractor's  percentage  of  net  income  before  taxes  to  sales.  Or 
more  simply  stated,  the  government  wanted  to  implement  methods  which  would  pro¬ 
vide  for  costs  to  be  a  lower  percentage  of  sales,  which  meant  encouraging  capi¬ 
tal  Investments.  The  medium  chosen  for  implementing  this  was  the  Weighted 
Guidelines  profit  policy,  since  the  high  return  on  sales  of  the  Federal  Trade 
Commission  durable  goods  producers  was  strongly  associated  with  their  high 
assets  to  sales. 
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Figure  8.  Source:  Profit  ’76  Summary  Report 
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Defense  Procurement  Circular  (DPC)  76-3 

The  actual  revisions  to  the  Weighted  Guidelines  were  published  within 
DPC  76-3  in  September  1976.  The  following  changes  were  made: 

1)  A  new  factor.  Contractor  Investment  in  Facilities  Capital,  was 
added  to  the  Weighted  Guidelines  and  its  goal  was  to  represent  10% 
of  the  profit.  The  purpose  of  this  addition  was  to  permit 
contractors  to  recognize  the  investment  risk  associated  with  their 
facilities  employed.  The  greater  the  amount  of  the  Investment 
risk,  the  greater  the  amount  of  the  profit  would  be. 

2)  The  goal  for  the  profit  factor  of  Contractor  Cost  Risk  was 
increased  from  30%  to  40%.  The  intent  was  to  increase  the  reward 
given  to  contractors  who  take  on  a  greater  part  of  the  contract 
cost  risk. 

3)  A  new  Special  Productivity  Factor  was  added  to  the  Weighted 
Guidelines.  This  new  factor  was  added  to  recapture  any  lost  pro¬ 
fits  caused  by  a  productivity  Increase  which  might  lower  a  cost 
base.  However,  the  following  specified  criteria  had  to  be 
followed:  must  involve  a  follow-on  contract;  reliable  cost  data 
should  be  available;  and  configuration  changes  cannot  obscure  cost 
comparisons. 


4)  Contractor  Effort  emphasis  was  reduced  from  the  goal  of  65%  to  50% 
of  the  distribution  of  profit.  This  decrease  was  necessary  to 
offset  the  increases  in  Contractor  Cost  Risk,  the  creation  of 
Contractor  Investment  in  Facilities  Capital,  and  the  addition  of 
the  Special  Productivity  Factor.  The  decrease  was  facilitated  by 
reducing  the  Contractor  Effort  subtotal  profit/fee  by  30%.  If  the 
decrease  in  Contractor  Effort  had  not  been  made,  a  higher  profit 
would  have  resulted  and  therefore  a  higher  contract  price  to  the 
government. 


5)  The  cost  of  money  facilities  capital  was  shifted  from  being  con- 
~ sTdered  profit  to  being  recognized  as  a  contract  cost  under  Cost 
Accounting  Standard  414. 

These  changes  and  additions  of  the  factors  In  the  Weighted  Guidelines 
were  implemented  to  incentivize  capital  investment.  However,  the  Incentives 
presented  did  not  appear  to  sufficiently  reward  contractors  for  their  cost 
reducing  efforts.  That  is,  the  profit  range  remained  basically  the  same  with 
the  exception  of  the  addition  of  the  Special  Productivity  factor  with  its 
limited  applicability. 

With  the  emphasis  on  cost  based  pricing  for  government  contracts,  any 
cost  reductions  implemented  would  result  in  lower  costs  to  the  contractor  and 
lower  profits  as  well  since  profit  is  determined  as  a  percentage  of  costs. 
Therefore  the  only  direct  result  contractors  could  expect  from  capital  Improve¬ 
ment  Investments  was  reduced  profits. 

Relating  this  to  the  investment  model  through  a  typical  example  will 
help  illustrate  how  commercial  contractors  would  be  affected  by  these  profit 
policy  efforts. 

The  tactical  level,  being  the  most  familiar  with  the  need  to  replace 
aged  machinery  and  the  most  able  to  identify  areas  where  cost  reductions  can  be 
made,  generates  an  equipment  investment  proposal  for  an  ongoing  defense  contract 
which  will  reduce  direct  labor  and  total  cost.  The  tactical  level  then  deter¬ 
mines  that  the  proposal  has  the  potential  to  meet  the  corporate  guidelines  for 
return  on  investment.  However,  when  evaluating  the  proposal's  contribution  to 
profit,  they  found  because  the  proposal  was  for  a  defense  contract,  the  contri¬ 
bution  to  profit  normally  associated  with  reducing  costs  would  not  be  attained. 
The  reason  for  this  was  that  with  the  cost-based  pricing  used  for  defense 
contracts,  cost  reductions  achieved  in  the  performance  of  production  program 
often  do  not  result  in  additions  to  the  contractor  profit,  they  only  result  in 
lower  prices  to  the  government.  Thus  the  tactical  level  decides  against  imple¬ 
menting  the  proposal  for  investing  in  the  cost  reducing  equipment. 
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Even  If  the  proposal  had  been  referred  to  the  operational  level,  based 
upon  the  bust7T5?5  portfolio  matrix  of  the  corporation.  It  Is  doubtful  It  would 
have  been  approved.  That  Is,  the  defense  product  line  generally  experiences  low 
growth  and  the  market  share  is  not  cost  sensitive.  Generally,  Increases  In 
market  share  are  obtained  by  technology  advancement  rather  than  cost  reduction. 

In  conclusion,  the  changes  made  in  DPC  76-3  did  not  appear  to  induce 
government  profit  centers  to  invest  in  cost  reducing  facilities  or  equipment. 

The  use  of  cost-based  pricing  made  any  efforts  by  government  profit  centers  to 
invest  in  cost  reducing  facilities  or  equipment,  beneficial  only  to  the  govern¬ 
ment  through  lower  priced  contracts.  Government  profit  centers  were  still  not 
able  to  recover  the  potential  bottom  line  increases  in  profits  which  could  have 
been  created  with  productivity  improvements. 


VI.  INVESTMENT  AND  FINANCIAL  TRENDS,  1978-1979 


The  intentions  of  the  profit  policy  changes,  published  in  DPC  76-3, 
were  made  to  better  reward  capital  Investments  by  changing  the  distribution  of 
the  profit  factors.  The  Contractor  Effort  section  was  reduced  to  represent  50% 
of  profit,  down  from  65%.  The  goal  of  the  Contractor  Risk  section  was 
established  as  40%  of  the  profit,  up  from  30%.  The  Facilities  Investment  sec¬ 
tion  was  created,  and  its  goal  was  to  derive  10%  of  the  profit. 

By  utilizing  the  DO  Form  1499  data  base,  we  were  able  to  determine  the 
distribution  of  these  profit  factors  as  a  percentage  of  the  total  profit  objec¬ 
tive.  The  goal  versus  the  actual  distribution  of  the  profit  factors  Contractor 
Effort,  Contractor  Risk,  and  Facilities  Investment  for  the  years  1978  and  1979 
are  shown  in  Figure  9. 

The  DO  1499  data  base  Is  a  collection  of  all  U.S.  Air  Force,  Army,  and 
Navy  DD  Form  1499s.  A  blank  form  Is  shown  in  Figure  10.  The  DO  Form  1499  is  a 
restatement  of  the  profit/fee  objective  taken  directly  from  the  DD  Form  1547, 
along  with  the  negotiation  summary  of  the  contractor  objective,  the  government 
objective,  and  the  final  negotiated  dollars. 

It  should  be  understood  that  the  DD  Form  1499,  Report  of  Individual 
Contract  Profit,  is  only  prepared  by  the  following  contracting  offices: 

1.  Arn\y  Materiel  Development  and  Readiness  Command,  Ballistic  Missile 
Defense  Systems  Command,  Defense  Supply  Service,  Washington,  and 
U.S.  Arny  Corps  of  Engineers; 


2.  Air  Force  Logistics  and  Systems  Commands;  and 
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Figure  9. 


3.  Naval  Air,  Sea,  and  Electronic  Systems  Commands,  Naval  Facilities 


“"Engineering  Command,  Naval  Regional  Contracting  Office, 
Philadelphia.  The  Form  is  also  prepared  by  the  following  Navy 
activities  of  the  Naval  Supply  Systems  Command:  Navy  Aviation 
Supply  Office,  Philadelphia;  Navy  Ships  Parts  Control  Center, 
Mechanicsburg;  and  Naval  Regional  Contracting  Office,  Long  Beach. 
Contracting  offices  located  outside  the  United  States,  its 
possessions,  and  Puerto  Rico,  under  the  jurisdiction  of  the  above 
mentioned  commands,  are  exempt  from  this  reporting  requirement. 

Furthermore,  the  DO  Form  1499  is  prepared  for  each  negotiation  of  a 
contractual  agreement  involving  a  separate  cost  and  profit  that  together  total 
$500,000  or  more. 

Referring  back  to  the  distribution  of  the  profit  factors,  the  average 
actual  Contractor  Effort  factor  as  a  percentage  of  total  profit  objective  for 
the  years  1978  and  1979  was  41.5%,  or  8.5%  below  its  goal.  The  profit  within 
this  section  was  weighted  down  considerably  by  the  lower  percentage  profit 
objectives,  an  average  of  38%,  which  were  given  to  the  manufacturing-type 
contracts. 

The  average  actual  Contractor  Risk  factor  as  a  percentage  of  total  pro¬ 
fit  objective  for  the  years  1978  and  1979  was  48.1%,  or  8.1%  above  its  goal. 

The  reason  for  this  was  the  higher  percentage  profit  objectives,  an  average  of 
52%,  which  were  given  to  the  manufacturing-type  contracts. 

.  The  average  actual  Facilities  Investment  factor  as  a  percentage  of 
total  profit  objective  for  the  years  1978  and  1979  was  6.4%,  or  3.6%  below  its 
goal.  Research  and  development  contract's  Facilities  Investment  factor  repre¬ 
sented  an  average  7.3%  of  their  profit  objective,  service  contract's  Facilities 
Investment  factor  had  an  average  7.8%  of  their  profit  objective,  and  manufac¬ 
turing  contract's  Facilities  Investment  factor  claimed  an  average  6.1%  of  the 
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objective  profit.  In  summary,  all  type  contracts  were  below  their  desired  goal 
for  the  Facl lilies  Investment  profit  factor.  An  Important  point  should  be  made 
here.  Through  DPC  76-3  the  Facilities  Investment  factor  was  created  specifi¬ 
cally  to  permit  contractors  to  recognize  the  investment  risk  associated  with 
their  facilities  employed.  The  greater  the  amount  of  the  investment  risk,  the 
greater  the  amount  of  profit.  Since  this  profit  factor  was  below  its  goal,  this 
indicates  that  increases  in  Facilities  Investment  did  not  occur  to  the  extent 
they  were  hoped  to  have. 

By  using  the  DD  Form  1499  data  base,  we  were  able  to  determine  the 
average  negotiated  profit  before  taxes  to  sales  for  defense  contracts  during  the 
years  1978  and  1979  to  be  9.8%.  This  was  one  percent  higher  than  the  average 
negotiated  profit  before  taxes  to  sales,  8.8%,  for  the  earlier  years  1970-1974 
(see  Figure  11). 

The  average  realized  profit  before  taxes  to  sales  was  calculated,  using 
the  DOD  contracting  company  data  base,  for  the  years  1978  and  1979.  The  DOD 
contracting  companies  were  able  to  improve  their  performance  23%,  bringing  the 
ratio  from  an  average  7.4%  during  the  years  1973-1975  to  an  average  9.1%  for  the 
years  1978  and  1979.  The  Federal  Trade  Commission  durable  goods  producers 
average  realized  profit  before  taxes  to  sales  was  determined  to  be  7.6%  for  the 
years  1978  and  1979,  up  from  7.0%  during  the  years  1973  through  1975.  The 
Federal  Trade  Commission  durable  goods  producers  were  only  able  to  increase 
their  net  income  before  taxes  to  sales  by  9%. 

The  average  realized  profit  before  taxes  to  assets  for  DOD  contracting 
companies  during  1978  and  1979  was  12.7%,  a  27%  increase  from  the  previous 
average  in  1973  through  1975.  The  Federal  Trade  Commission  durable  goods  produ¬ 
cers  attained  an  average  realized  profit  before  taxes  to  assets  of  11.1%  for  the 
years  1978  and  1979,  a  16%  increase  from  the  preceding  average  for  the  years 
1973  through  1975. 


The  average  total  assets  to  sales  for  DOD  contracting  companies,  1978 
and  1979,  was  71.6%,  a  3%  decrease  from  the  74.1%  average  for  the  years  1973 
through  1975.  The  average  total  assets  to  sales  for  Federal  Trade  Commission 
durable  goods  producers  was  68.5%,  a  7%  decrease  from  the  prior  average  for  the 
years  1973  through  1975  (see  Figure  12). 

The  23%  increase  in  the  DOD  contracting  companies  realized  net  income 
before  taxes  to  sales  was  due  to  their  119%  increase  in  average  net  income 
before  taxes  and  their  78%  increase  in  average  net  sales.  In  other  words,  the 
DOD  contracting  companies  were  able  to  increase  their  net  income  before  taxes  at 
a  faster  rate  than  they  increased  their  sales. 

This  meant  the  DOD  contracting  companies  were  doing  a  good  job  of 
controlling  their  operating  expenses  and  cost  of  goods  sold.  Their  average 
operating  expenses  and  cost  of  goods  sold  expressed  as  a  percentage  of  sales 
decreased  from  93%  for  the  years  1973  through  1975  to  91%  for  the  years  1978  and 
1979.  This  decrease  in  operating  expenses  and  cost  of  goods  sold  may  be  attri¬ 
buted  partially  to  the  DOD  contracting  companies'  72%  increase  in  their  average 
total  assets  from  the  years  1973  through  1975  to  the  years  1978  and  1979. 

In  comparison,  the  Federal  Trade  Commission  durable  goods  producers 
average  realized  profit  before  taxes  to  sales  increased  9%.  Their  increase  in 
average  net  income  before  taxes  was  67%,  and  their  increase  in  average  sales  was 
54%.  Their  average  net  income  before  taxes  was  increasing  at  a  faster  rate  than 
their  average  sales  were,  however  not  nearly  as  fast  as  the  DOD  contracting  com¬ 
panies. 

The  Federal  Trade  Commission  durable  goods  producers  average  operating 
expenses  and  cost  of  goods  sold  expressed  as  a  percentage  of  sales  also 
decreased  for  the  years  1973  through  1975  to  1978  and  1979,  but  only  from  93% 
down  to  92%.  Their  average  total  assets  increased  44%,  from  1973-1975  to  1978 
to  1979. 
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Figure  12. 


Concluding,  there  were  observable  differences  In  the  financial  perfor¬ 
mances  between  the  DOD  contracting  companies  and  the  Federal  Trade  Commission 
durable  goods  producers.  The  DOD  contracting  companies  out  performed  the 
Federal  Trade  Commission  durable  goods  producers  with  their  net  income  before 
taxes  to  sales,  net  income  before  taxes  to  assets,  and  assets  to  sales  for 
1978-1979.  They  were  also  able  to  decrease  their  operating  expenses  and  cost  of 
goods  sold  to  sales  twice  as  much  as  the  Federal  Trade  Commission  durable  good 
producers  did. 

In  order  to  compare  the  financial  performance  of  the  government  profit 
centers  during  this  period,  we  administered  a  survey  to  various  government  pro¬ 
fit  centers.  Within  the  survey  the  government  profit  centers  were  asked  to  pro¬ 
vide  the  following  information:  net  book  value  of  capital  facilities  and 
equipment;  business  volume  (cost  basis)  of  the  profit  centers;  percent  of  the 
cost  basis  provided  by  the  DOD.  The  percentage  of  profit  centers  responding  to 
the  survey  with  useable  data  was  approximately  10%.  The  findings  of  the  survey 
were  that  the  business  volume  (cost  basis)  of  the  profit  centers  increased  an 
average  26%  from  1976-1977  to  1978-1979.  Even  though  the  business  volume  (cost 
basis)  of  the  profit  centers  increased,  the  average  percent  of  the  cost  provided 
by  the  DOD  decreased  from  68%  in  1976-1977  to  66%  in  1978-1979.  Furthermore, 
the  net  book  value  of  the  profit  center's  facilities  and  equipment  increased  an 
average  27%  from  1976-1977  to  1978-1979. 

Even  though  the  net  book  value  of  the  profit  centers'  facilities  and 
equipment  increased  27%,  the  ratio  of  their  facilities  and  equipment  to  costs 
remained  at  a  constant  8.4%  from  1976-1977  to  1978-1979.  This  indicated  that 
the  government  profit  centers  were  willing  to  increase  their  facilities  and 
equipment  base,  but  only  to  the  extent  that  their  cost  basis  would  increase  by 
the  same  percentage.  By  doing  so  they  were  able  to  maintain  the  same  percentage 
of  profit. 

Thus  with  the  percent  of  the  cost  basis  provided  by  the  DOD  to  the 
government  profit  centers  decreasing,  their  ratio  of  facilities  and  equipment  to 
costs  remaining  the  same,  and  the  negotiated  pre-tax  profit  to  sales  increasing 
one  percent,  the  profit  policies  of  the  DOD  did  not  appear  to  be  adequately 


6-9 


Incenti vlzing  government  contractors  to  Invest  In  cost  reducing  facilities. 
Rather,  the  profit  policies  appeared  to  motivate  contractors  to  Increase  their 
facilities  and  equipment  so  as  to  maintain  an  equivalent  cost  basis,  resulting 
In  an  unchanging  profit  basis. 

Relating  these  findings  to  the  Investment  Model,  the  tactical  level  of 
the  government  profit  centers  remained  to  be  apprehensive  of  recommending 
suggestions  for  investments  in  cost  reducing  facilities  and  equipment  for  their 
defense  product  lines.  With  the  emphasis  still  being  placed  on  cost>based 
pricing,  and  the  profit  allowance  for  investment  not  reaching  Its  goals,  any 
investments  in  cost  reducing  facilities  and  equipment  for  the  defense  product' 
lines  appeared  to  benefit  only  the  government.  Therefore,  the  only  Investments 
which  the  tactical  level  would  implement  or  recommend  implementing  would  be 
those  that  would  maintain  the  defense  product  line  level  of  profit. 

Thus  the  government  profit  policy,  altered  by  DPC  76-3  did  not  Invite 
government  profit  centers  to  act  as  the  Federal  Trade  Commission  durable  goods 
producers  and  invest  in  cost  reducing  facilities.  Rather,  the  government  profit 
policies  motivated  government  profit  centers  to  invest  in  facilities  and  equip¬ 
ment  which  would  sustain  their  cost  basis  and  their  profits.  Government  profit 
centers  avoided  investments  which  would  tend  to  lower  their  cost  basis,  which  in 
turn  would  lower  their  profit. 


VII.  INVESTMENT  AND  FINANCIAL  TRENDS,  1980-1982 


Defense  Acquisition  Circular  (DAC)  76-23 

Based  upon  an  analysis  of  practical  experience  with  DPC  76-3,  the 
Weighted  Guidelines  profit  policy  was  revised  again.  The  analysis  of  practical 
experience  with  DPC  76-3,  based  upon  various  studies  and  DOD  conclusions, 
disclosed  four  problems: 

1)  The  return  on  Investment  Is  not  adequate  to  be  a  positive  motiva¬ 
tor  for  contractors  to  Increase  their  facilities  Investment; 

2)  Policy  guidance  for  assigning  weight  to  contract  cost  risk  factor. 
Is  not  sufficient; 

3)  There  are  too  many  exceptions  to  a  manufacturing  oriented  policy; 

4)  Treating  profit  for  research  and  development  and  service  profit 
levels  in  the  same  manner  Is  not  desirable. 

Consequently,  in  February  1980,  three  revisions  were  made  to  the  Weighted 
Guidelines  profit  policy  designed  to  correct  these  problems. 

First,  to  correct  the  problem  of  inadequate  return  on  investment,  the 
weight  for  the  Facilities  Investment  was  increased  from  6-10%  to  16-20%.  There 
was  no  change  made  in  the  30%  offsetting  factor  within  the  Contractor  Effort 
factor  to  negate  this  increase  in  profit. 

Second,  because  an  investment  oriented  profit  policy  was  not  applicable 
to  research  and  development  and  service  contracts,  separate  profit  ranges  were 
constructed  for  manufacturing,  research  and  development,  and  service  contracts. 


Third,  In  order  to  correct  the  insufficient  guidance  for  assigning  the 
weight  for  the  Contractor  Risk,  separate  weights  were  provided  for  manufac¬ 
turing,  research  and  development,  and  service  contracts. 

The  desired  redistribution  of  the  profit  factors  as  a  percentage  of 
total  profit  objective  was  to  change  the  previous  50%  goal  for  Contractor  Effort 
to  46%;  Contractor  Risk  was  desired  to  represent  37%,  down  from  40%;  Facilities 
Investment  was  to  represent  17%,  up  from  10%.  In  summary,  the  main  objective 
of  OAC  76-23  was  the  same  as  DPC  76-3,  to  achieve  cost  reductions  through 
increased  capital  investment. 

Using  the  DO  Form  1499  data  base,  we  determined  the  distribution  of  the 
profit  factors  as  a  percentage  of  total  profit  objective  for  the  years  1980 
through  the  latest  available  year,  1982.  Contractor  Effort  represented  45%  of 
the  total  profit  objective,  close  to  its  goal  of  46%.  Contractor  Risk  stood  for 
41%  of  the  total  profit  objective,  above  its  goal  of  37%.  Again  manufacturing 
contracts  helped  to  bring  this  factor  above  its  goal  by  attaining  48%  of  the 
total  profit  objective.  The  Facilities  Investment  factor  represented  12%  of  the 
total  profit  objective,  5%  less  than  its  goal.  Again,  none  of  the  contract 
types  came  close  to  meeting  the  17%  goal.  Research  and  development  contract's 
total  profit  objective  contained  only  9%  Facilities  Investment,  service 
contract's  total  profit  objective  consisted  of  9%  Facilities  Investment,  and 
manufacturing  contracts  total  profit  objective  had  13%  Facilities  Investment 
(see  Figure  13). 

By  utilizing  the  DD  Form  1499  data  base,  the  average  negotiated  profit 
before  taxes  to  sales  during  the  years  1980-1982  was  determined  to  be  9.6%.  The 
average  negotiated  profit  before  taxes  to  sales  dropped  .2%  from  the  years 
1978-1979  to  1980-1982  (see  Figure  14). 

Using  the  D0D  contracting  compare  data  base,  their  average  re.’  zed 
profit  before  taxes  to  sales  was  determined  to  be  5.9%,  down  from  9.1%  during 
the  years  1978-1979.  The  average  was  weighted  down  because  the  D0D  contracting 
company's  average  net  income  before  taxes  decreased  by  22%  and  their  sales 
increased  by  20%.  The  Federal  Trade  Commission  durable  goods  producers  average 


V.  ■ 


>v 

v.- 


Vo 


Government  Profit  Centers 


net  Income  before  taxes  to  sales  went  from  7.6%  In  1978-1979  to  5.4*  in 
1980-1982.  Thel 7  average  net  Income  before  taxes  decreased  by  20%,  and  their 
average  sales  Increased  by  14%. 

The  average  realized  profit  before  taxes  to  assets  for  the  DOD 
contracting  companies  during  1980-1982  was  7.7%,  down  from  the  previous  12.7% 
during  1978-1979.  This  deterioration  was  due  to  their  22%  decrease  in  net 
income  before  taxes  and  28%  increase  in  assets.  The  Federal  Trade  Commission 
durable  goods  producers  average  net  income  before  taxes  to  assets  went  from 
11.1%  in  1978-1979  to  6.9%  in  1980-1982.  Their  shrinking  average  net  income 
before  taxes  to  assets  was  contributed  to  by  their  20%  decrease  in  net  income 
before  taxes  and  by  their  29%  increase  in  assets. 

The  average  total  assets  to  sales  for  the  DOD  contracting  companies 
between  1980-1982  was  75.9%,  a  4.3%  increase  from  1978-1979.  This  was  reused  by 
a  28%  increase  in  assets  compared  to  a  20%  increase  in  sales.  The  Federal  Trade 
Commission  durable  goods  producers  were  also  able  to  raise  their  assets  to  sales 
from  an  average  68.5%  in  1978-1979,  to  an  average  77.7%  in  1980-1982.  This  was 
due  to  their  29%  Increase  in  assets  matched  by  their  14%  increase  in  sales  (see 
Figure  15). 

With  sales  increasing  at  slower  rates  than  In  the  past  and  net  Income 
before  taxes  decreasing  rather  than  increasing,  the  cost  of  goods  sold  and 
operating  expenses  for  both  DOD  contracting  companies  and  Federal  Trade 
Commission  durable  goods  producers  was  increasing  faster  than  sales  were.  This 
was  due  to  periods  of  high  inflation  during  which  many  companies  built  inven¬ 
tories.  During  this  period  of  high  inflation  and  high  interest  rates,  additions 
to  assets  were  slowed  down  considerably  as  evidenced  by  the  figures  presented 
previously'.' 

Interjecting  the  findings  of  our  survey  of  various  government  profit 
centers,  we  found  that  their  average  business  volume  (cost  basis)  had  increased 
65%  from  1978-1979.  Their  net  book  value  of  facilities  and  equipment  Increased 
by  103%,  and  the  percentage  of  the  cost  basis  provided  by  the  DOD  decreased  from 
66%  in  1978-1979  to  63%  in  1980-1982. 
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To  understand  this  103%  Increase  In  their  net  book  value  of  facilities 
and  equipment,  we  again  looked  at  the  ratio  of  the  net  book  value  of  the  facili¬ 
ties  and  equipment  to  the  business  volume  (cost  basis)  of  the  government  profit 
centers  surveyed.  This  ratio  Increased  from  8.4%  In  1978-1979  to  10.3%  In 
1980-1982. 

We  would  expect.  In  the  long-run,  as  productivity  improving  facilities 
and  equipment  are  placed  in  service,  that  costs  should  decrease  and  the  ratio  of 
the  net  book  value  of  facilities  and  equipment  to  costs  would  Increase.  Since 
in  this  case  the  government  profit  centers  facilities  and  equipment  to  costs  was 
increasing,  the  indications  were  that  their  additions  to  facilities  and  equip¬ 
ment  were  starting  to  return  reduced  costs. 

It  is,  however,  uncertain  that  the  profit  policies  of  the  DOD  were 
responsible  for  the  increase  in  the  government  profit  center's  facilities  and 
equipment  to  costs.  That  is,  the  percentage  of  the  negotiated  profit  before 
taxes  to  sales  for  the  government  profit  centers  remained  basically  flat  and  the 
Facilities  Investment  profit  factor  was  below  its  goal,  yet  their  ratio  of  faci¬ 
lities  and  equipment  to  costs  was  Increasing.  It  Is  our  perception  that  forces 
(which  are  identified  later  in  this  section),  external  to  the  DOD  profit  poli¬ 
cies,  were  causing  these  Increases  In  cost  reducing  facilities  and  equipment  for 
the  government  profit  centers. 

To  further  Illustrate  this  point,  we  plotted  the  trends  of  the  growth 
in  facilities  and  equipment  versus  the  trend  of  the  growth  in  the  negotiated 
profit  before  taxes  to  sales  for  the  government  profit  centers.  We  established 
1978  as  the  base  year,  and  for  each  year  the  increase  or  decrease  was  computed 
as  a  percentage  change  from  the  base  year.  Figure  16  illustrates  that  while  the 
negotiated  profit  before  taxes  to  sales  for  the  government  profit  centers  was 
decreasing,  the  net  book  value  of  their  facilities  and  equipment  was  Increasing. 
Thus  with  the  declining  negotiated  profit  before  taxes  to  sales  and  an  Increase 
of  net  book  value  of  facilities  and  equipment,  the  DOD  profit  policies  did  not 
appear  to  be  the  reason  why  the  government  profit  centers  were  Investing  In 
facilities  and  equipment. 


To  validate  this,  we  compared  results  of  a  1980  survey,  administered  by 
LTC  Douglas  H.  Diamond  and  Major  Robert  J.  Cantln  which  was  used  In  their  study 
on  the  Calculation  of  Profit  on  Negotiated  Profits,  to  the  results  of  a  similar 
survey  which  we  administered  in  1983  (see  Appendix  B  for  a  copy  of  our  survey 
sheet).  The  1980  and  1983  surveys  were  given  to  various  corporations  who  had 
business  commitments  with  the  000.  We  found  that  the  same  conceptions  con¬ 
cerning  the  government  profit  policies  still  prevailed.  Most  importantly  the 
corporations  surveyed  did  not,  before  nor  after,  consider  the  D0D  profit  poli¬ 
cies  adequate  Incentives  to  encourage  a  significant  level  of  corporate  Invest¬ 
ment  In  cost  reducing  facilities  or  equipment  (Question  1)  and  the  corporations 
surveyed  did  not,  before  nor  after,  feel  that  they  had  been  adequately  rewarded 
by  Increased  profit  for  past  expenditures  on  capital  equipment  (Question  6). 

In  addition  to  the  survey  administered  to  the  various  corporations  con¬ 
cerning  the  adequacy  of  the  government  profit  policies  to  induce  investments  In. 
cost  reducing  facilities  and  equipment,  we  also  contacted  representatives  from 
each  branch  of  the  services  (see  Appendix  C  for  a  listing  of  the  contacts)  and 
questioned  them  on  their  recent  and  past  experiences  with  the  Weighted 
Guidelines  and  how  they  perceived  the  Weighted  Guideline's  ability  to  induce 
contractors  to  invest  In  cost  reducing  facilities  and  equipment.  We  found  the 
contacts  all  felt  (based  upon  their  experience  and  exposure  to  Weighted 
Guidelines)  Weighted  Guidelines  was  not  and  still  Is  not  an  effective  tool  with 
which  to  invite  contractors  to  invest  In  cost  reducing  facilities  or  equipment. 

It  is  our  perception  that  the  driving  force  behind  the  government  pro¬ 
fit  center's  Increase  In  facilities  and  equipment  to  costs  ratios.  Is  the  enact¬ 
ment  of  the  tax  legislation  In  1981.  The  tax  legislation  is  the  Accelerated 
Cost  Reduction  Reduction  System  (ACRS)  for  personal  property  which  allowed  acce¬ 
lerated  methods  for  recovery  of  capital  costs  for  most  depreciable  property. 

This  was  evidenced  by  the  fact  that  during  the  1980-1982  time  period  the  assets 
for  both  the  D0D  contracting  companies  and  the  Federal  Trade  Commission  durable 
goods  producers  were  Increasing  at  a  faster  rate  than  their  sales  were.  Whereas 
during  the  previous  time  period,  1978-1979,  sales  were  Increasing  faster  than 
their  assets. 


It  Is  also  our  perception  that  another  Important  contribution  to  the 
Increase  In  the  facilities  and  equipment  of  the  government  profit  centers  are 
the  special  programs  which  have  been  Introduced  to  government  contractors.  A 
few  examples  of  the  programs  are  the  Industrial  Modernization  Incentives  Program 
( IMIP)  and  the  Technology  Modernization  Program  (TECH  MOD).  These  programs  per¬ 
mit  the  contractor  as  well  as  the  government  to  share  In  the  benefits  of 
Investing  in  cost  reducing  facilities  or  equipment.  From  our  contacts  with  the 
members  of  the  services  we  gathered  that  they  all  were  very  encouraged  by  the 
results  of  these  programs  and  they  felt  they  created  a  win-win  situation  for  the 
contractor  and  the  government,  something  that  Weighted  Guidelines  did  not  have 
the  capability  of  doing. 

Relating  these  findings  to  the  Investment  Model,  the  government  profit 
centers  were  beginning  to  realize  the  benefits  of  some  of  the  newly  enacted 
incentives  to  invest  in  cost  reducing  facilities  and  equipment.  The  tactical  . 
level  of  the  organization  began  to  freely  and  not  apprehensively  recommend  ideas 
where  high  productivity  improvements  could  be  made,  now  that  they  understood 
their  organization  had  something  to  benefit  from  doing  so.  The  operational 
level  and  the  strategic  level  began  to  think  in  terms  of  reassessing  the  strate¬ 
gic  positioning  of  their  defense  product  within  their  business  portfolio  matrix. 

In  conclusion,  the  Weighted  Guidelines  profit  policy,  in  and  of  itself, 
did  not  appear  capable  of  stimulating  government  contractors  to  invest  in  cost 
reducing  facilities.  With  the  use  of  cost-based  pricing  techniques,  the 
Weighted  Guidelines  profit  policy  only  encouraged  contractors  to  Invest  in  the 
lowest  productivity  gains.  It  is  our  perception  that  through  the  newly  enacted 
tax  legislation  and  the  implementation  of  shared  savings  programs,  government 
contractors  are  able  to  improve  their  productivity  without  negatively  impacting 
profitability. 
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FINDINGS  AND  RECOMMENDATIONS 


VIII. 


Within  this  report  we  examined  the  effectiveness  of  the  Weighted 
Guidelines  profit  policy  to  induce  government  contractors  to  Invest  In  cost 
reducing  facilities  and  equipment.  We  identified*  through  the  use  of  the 
Investment  Model,  how  government  contractors  reacted  to  the  Weighted  Guidelines 
profit  policy  goal  of  increasing  capital  Investments.  Most  Importantly,  we 
found  the  Weighted  Guidelines  profit  policy,  through  the  use  of  cost-based  ' 
pricing,  did  not  permit  government  contractors  to  receive  the  benefits  from 
investing  In  cost  reducing  facilities  and  equipment.  The  detailed  findings  and 
recommendations  of  our  study  are  presented  below. 


FINDINGS 


Finding  1:  Neither  DPC  76-3  Nor  DAC  76-23  Induced  Capital  Investments  in  Cost 
Reducing  Facilities  and  Equipment 

The  goal  of  DPC  76-3  was  to  provide  for  a  higher  return  on  sales  for 
government  contractors,  which  would  in  turn  stimulate  capital  Investments.  The 
desired  result  was  to  produce  lower  program  costs.  However  upon  examining  the 
Increases  In  the  net  book  value  of  facilities  and  equipment  to  costs  of  govern¬ 
ment  profit  centers,  we  found  the  ratio  remained  the  same  between  1976-1977  to 
1978-1979.  With  the  use  of  cost-based  pricing,  investments  in  facilities  and 
equipment  were  being  made  but  only  at  the  rate  necessary  to  maintain  the  same 
proportionate  cost  basis. 

The  goal  of  DAC  76-23  was  the  same  as  DPC  76-3,  to  Induce  government 
contractors  to  Invest  In  cost  reducing  facilities  and  equipment.  Sizeable 
Increases  in  the  government  contractors'  facilities  and  equipment  were  being 
made,  at  faster  rates  than  their  costs  were  increasing,  which  Indicated  cost 
reductions  were  being  realized  through  these  Investments.  However,  at  the  same 
time  the  percentage  of  costs  provided  by  the  DOD  to  these  government  profit  cen¬ 
ters  was  decreasing.  Combining  this  with  the  fact  that  cost  based  pricing  was 
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still  being  used,  and  that  the  ratio  of  average  negotiated  profit  to  sales 
remained  basically  the  same*  Indicated  that  the  percentage  of  the  profits  pro¬ 
vided  by  the  DOD  to  these  profit  centers  was  also  decreasing.  The  Weighted 
Guidelines  profit  policy  could  not  be  given  credit  for  this  Increase  of  the 
government  profit  centers  net  book  value  of  facilities  and  equipment  to  costs. 


Finding  2;  Programs  External  to  the  Weighted  Guideline  Profit  Policy  Induced 
Government  Profit  Centers  to  Invest  In  Cost  Reducing  Facilities  and  Equipment 

New  tax  legislation  which  was  enacted  to  permit  accelerated  methods  for 
recovery  of  capital  costs  for  most  depreciable  property  was  thought  to  have  been 
the  primary  force  behind  the  addition  of  assets  for  the  Federal  Trade  Commission 
durable  goods  producers,  the  DOD  contracting  companies,  and  the  government  pro¬ 
fit  centers.  Even  during  the  times  of  high  Inflation  their  assets  grew  at 
faster  rates  than  their  sales.  Another  driving  force  behind  the  additions  to 
assets  of  the  government  profit  centers  were  the  special  programs  such  as  IMIP 
and  TECH  MOD,  which  permitted  government  contractors  to  benefit  In  the  Invest¬ 
ment  of  cost  reducing  facilities  or  equipment. 

RECOMMENDATIONS 

Recommendation  I:  DOD  Should  Continue  the  Use  of  the  Weighted  Guidelines  Profit 
Policy,  However  It  Should  Not  be  Used  as  a  Method  for  Inducing  Cost  Reducing 
Facilities 

The  Weighted  Guidelines  approach  Is  a  sound  approach  In  determining  the 
profit  on  defense  contracts,  it  is,  however,  not  a  good  method  with  which  to 
motivate  contractors  to  invest  In  cost  reducing  facilities  and  equipment.  The 
Weighted  Guidelines  does  not  invite  defense  contractors  to  Invest  In  cost 
reducing  facilities  because  It  is  founded  upon  the  concept  of  cost-based 
pricing.  With  the  use  of  cost-based  pricing,  any  cost  reducing  Investments  tend 
to  reduce  the  contractor  costs  and  thus  contractor  profits. 
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Recommendation  2:  The  ACRS  Deduction  and  the  Shared  Savings  Programs  Should  be 


Maintained 

It  was  not  until  the  enactment  of  the  ACRS  deduction  and  the  following 
enactment  of  the  shared  savings  programs  that  government  profit  centers  began  to 
Invest  In  cost  reducing  facilities  and  equipment.  Prior  to  their  Implemen¬ 
tation,  government  profit  centers  Increases  In  facilities  and  equipment  were 
equal  to  their  increases  In  costs,  which  meant  they  did  not  reduce  their  costs 
and  likewise  their  profits  remained  basically  flat.  However,  with  the  new  tax 
legislation  and  the  shared  savings  programs  the  government  profit  centers  are 
able  to  benefit  from  a  win-win  situation,  which  is  necessary  for  the  survival 
and  revival  of  the  industrial  defense  base. 
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APPENDIX  A 


DEFENSE  CONTRACTOR  DATA  BASE 


American  Motors 

AVCO 

Boeing 

Burroughs 

CDC 

Du-Pont 

Eaton 

Emerson  Electric 
FMC 

Fairchild  Industries 
Ford 

General  Dynamic 

General  Electric 

General  Motors 

General  Tire 

Goodyear 

Gould 

Grumman 

Harris 

Hercules 

Hewlett  Packard 

Honeywel 1 

ITT 

IBM 

LTV 

Litton 


Lockheed 
Martin-Marietta 
McDonnell -Douglas 
Morrison  Knudsen 
Motorola 

North  American  Phillips 

Northrop 

Pan  American 

Penn  Central 

RCA 

Raytheon 

Sanders  Associates 

Signal  Companies 

Singer 

Sperry 

TRW 

Tally 

Teledyne 

Tenneco 

Texas  Instruments 
Textron 

Todd  Shipyards 
United  Technologies 
Varian  Associates 
Westinghouse 


APPENDIX  B 


CORPORATE  CAPITAL  INVESTMENT  AND 
PRODUCTIVITY  IMPROVEMENT  SURVEY 


1.  Do  you  consider  current  DOD  regulation  guidance  and  policy  adequate  Incen¬ 
tive  to  encourage  a  significant  level  of  corporate  Investment  In  cost 
reduction  equipment  and/or  processes? 

2.  What  current  manufacturing  cost  reduction  investment  incentives  do  you  feel 
are  most  important? 

3.  Comment  on  the  effectiveness  of  the  Weighted  Guideline  factors. 

a.  Productivity 

b.  Capital  Employed 

4.  What  motivates  your  company  to  Invest  in  manufacturing  cost  reduction 
equipment? 

a.  Competition 

b.  Cost  savings 

c.  Win  a  contract 

d.  Other 

5.  Do  you  Investment  more  heavily  In  commercial  ventures  as  opposed  to  govern¬ 
ment  business?  If  so,  why? 

6.  Do  you  feel  you  have  been  adequately  rewarded  by  Increased  profit  dollars 
for  past  expenditures  on  capital  equipment? 

7.  Have  you  ever  been  able  to  substantiate  a  productivity  reward  on  the 
Weighted  Guidelines? 

8.  Are  negotiated  profits  related  or  determined  by  the  DOD  Weighted 
Guidelines?  If  not,  what  determines  negotiated  profit  levels? 

9.  How  do  you  finance  capital  equipment  purchases? 

a.  Internal  funds 

b.  Borrowed  funds 

c .  Other 

10.  Are  you  seeking  to  Increase  or  decrease  your  share  of  government  contracts? 
In  either,  case,  what  motivates  your  company  strategy? 
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11.  How  much  of  your  IR4D  budget  Is  spent  on  manufacturing  technology  type 
projects-? — Would  government  funding  of  these  types  of  projects  encourage  yu 
to  Invest  In  Implementing  capital  equipment?  Why? 

12.  How  could  government  contracts  be  modified  to  provide  for  Increased  cash 
flow/ROI  to  provide  an  Incentive  for  Investing  In  manufacturing  cost  reduc¬ 
tion  projects?  Be  specific.  Provide  sample  contractual  language. 

13.  Do  you  feel  award  fees  are  useful  as  Incentives  for  manufacturing  cost 
reduction  Investments?  If  so,  what  criteria  should  be  used? 


APPENDIX  C 


SERVICE  PERSONNEL  CONTACTED  REGARDING 
PERCEPTIONS  OF  EFFECTIVENESS  OF  WEIGHTED  GUIDELINES 
TO  INDUCE  CONTRACTORS  TO  INVEST  IN  COST  REDUCING 
FACILITIES  AND  EQUIPMENT 


Garth  Brown 

Special  Assistant  to  Deputy  Chief  of  Naval  Materials 
(Contracts  and  Business  Management)  for  IMIP 
U.S.  NAVSEA  Systems  Command  (C06L1) 

Dr.  Linda  Brandt 

Special  Assistant  to  Deputy  Chief  of  Naval  Materials 
(Contracts  and  Business  Management)  for  IMIP 
U.S.  Navy  Material  Command  (MAT  02M) 

LTC  Sam  W.  Marsh  III 
Action  Officer  (DAMA/PPM/P) 

U.S.  Army  Headquarters 

Dan  Cundlff 

Industrial  Specialist  DRCPP/IPP 
U.S.  Army,  DARCOM 

Bernle  Lavoie 

Director  for  Productivity  and  Technology  Modernization 

Directorate  of  Manufacturing  ALM/P 

U.S.  Air  Force  Electronic  Systems  Division 

LTC  Rich  Williford 

Program  Element  Monitor 

Air  Force  Industrial  Base  Program/RDCM 

U.S.  Air  Force  Headquarters 

Major  Thomas  A.  Fitzgerald 

Technology  Modernization  Program  Manager 

Deputy  Tor  F-16  ASD/YPM 

U.S.  Air  Force  Aeronautical  Systems  Division 

Carl  Lombard 

Deputy  Director  for  Manufacturing  and  Quality  Assurance 
Deputy  Director  for  Propulslon/ASD/YZD 
U.S.  Air  Force  Aeronautical  Systems  Division 


John  Lally 

Manufacturing  Manager  Directorate  of  Manufacturing 

Deputy  for  Acquisition  Logistics  and  Technical  Operatlons/ALMP 

U.S.  Air  Force  Aeronautical  Systems  Division 

Ed  Houston 

Productivity  Director 

Chief  of  Productivity  Management  Dlvlslon/PDM 
U.S.  Air  Force  Space  Division 

Mr.  Shin  Inouye 

Air  Force  Materials  Lab  Representatlve/AFWAL/ML 
U.S.  Air  Force  Ballistic  Missiles  Office 

LTC  Frank  E.  Doherty 

Directorate  for  Industrial  Productivity 

OUSDRE(AM)IP 

Office  of  the  Secretary  of  Defense 
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